remedied in the future.
The subprime crisis also revealed a possible fifth negative: investors in securitization transactions-essentially pension funds, mutual funds, hedge funds, banks, insurance companies, and other institutional investors3--may over-rely on rating-agency ratings. 4 To follow the analysis below, the reader should note the following terminology. Subprime mortgage securitization, the type of securitization whose failure initially triggered the chain of failures that became the subprime crisis,' is a subset of mortgage securitization. In the most basic form of mortgage securitization, mortgage-backed securities (MBS) are issued by a special-purpose vehicle (SPV), 6 and payment on the securities is derived directly from collections on mortgage loans owned by the SPV. More complex forms of mortgage-backed securities include collateralized debt obligation (CDO) securities in which payment derives directly from a mixed pool of mortgage loans and sometimes, also, from other financial assets owned by the SPV; and "ABS CDO" securities in which payment derives from MBS and CDO securities owned by the SPV (and thus indirectly from the mortgage loans and other financial assets underlying those owned securities). 7 Subprime mortgage securitization can mean any of these types of mortgage securitization where all or a portion of the underlying financial assets consists of subprime mortgage loans. 8 Prior to the subprime crisis, most MBS, CDO, and ABS securities were highly rated by rating agencies. 9 
II. WHAT WENT WRONG, AND WHAT NEEDS TO BE FIXED?
This Article identifies certain potential negatives of securitization revealed by the subprime crisis and examines the extent to which these negatives can be remedied in the future.
A. Flawed Asset Type
Subprime mortgage securitization failed, initially triggering the chain of failures that became the subprime crisis, because of the particular and almost unique nature of the underlying subprime mortgage loans. These are high-interest-rate home mortgage loans made to risky borrowers.' Many of these borrowers relied on refinancing their appreciating home values to repay their loans." This model was successful as long as home prices appreciated, 12 as they had been doing for decades. 3 However, when home prices stopped appreciating and began collapsing, those borrowers were unable to refinance. Furthermore, many subprime mortgage loans had adjustable rates which increased after an initial "teaser" period. 14 Borrowers who could not afford the rate increases had expected to refinance at lower interest rates." That likewise was stymied by collapsing home prices. As a result, many risky borrowers began defaulting, causing some of the highly rated MBS, CDO, and ABS CDO securities-whose payment depended on collections from the underlying financial assets16 to default or to have their credit ratings downgraded. 17 These defaults and downgrades, in turn, caused investors in rated securities to begin losing confidence in the financial markets.
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The failure of subprime mortgage securitization was thus caused by its almost absolute dependence on home appreciation. Some believe this sensitivity to the decline in housing prices was unique.' 9 From that perspective, parties structuring securitization transactions can minimize future problems by excluding, or at least limiting and better managing, 10 Although subprime mortgage loans were sometimes made to affluent borrowers in amounts that may be difficult for such borrowers to repay, a significant amount of subprime mortgage loans were made to non-affluent or poor borrowers. To some extent this followed the U.S. Government's strong encouragement of lenders to make mortgage loans to low-income, often disproportionately minority, borrowers; to some extent it also may have reflected greed due to the high interest rates charged to risky borrowers. Steven L. Schwarcz, Understanding the 'Subprime'Financial Crisis, 60 S.C. L. REv.
(forthcoming 2009).
"Id 12 This model's viability also relied on interest rates not rising so high as to make refinancing uneconomic. Although the subprime crisis was not caused by rising interest rates, the model's additional susceptibility to rate risk buttresses the view that any securitization of subprime mortgage loans should be limited and better managed. See infra notes 19-20 and accompanying text (discussing the management of risks caused by subprime mortgages). 13 Schwarcz, supra note 10, at 2. subprime mortgage loans as an eligible type of underlying financial asset, and also by conservatively assessing the payment prognosis for other types of financial assets underlying securitizations. 2 1 This is important not only to protect the integrity of securitization transactions but also to avoid the unintended consequence that securitization of a flawed asset type can motivate greater origination of that asset type, effectively magnifying the flaw. This is not to say these procedures will be failsafe. Parties to, and investors in, securitization transactions must always be diligent to recognize and try to protect against the possibility that the underlying financial assets might, as in the case of subprime mortgage loans, fail in unexpected ways. What would happen to automobile loan securitizations, for example, if a technological innovation makes cars obsolete, depriving even financially healthy borrowers of the incentive to repay their loans? 22 The invention of a new form of personal transportation is at least as plausible as the idea that home prices-which generally had only risen since the 1930s-would suddenly collapse in value at a rate higher than that seen during the Great Depression, as happened in the subprime crisis.
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The subprime crisis also teaches us the danger of mixing politics and finance. Before the crisis, there was political pressure to securitize risky subprime mortgage loans to facilitate financing for the poor. 24 We might see the same type of future political pressure, for example, to securitize risky microfinance loans to facilitate financing for the poor and disadvantaged.
B. Originate-to-Distribute Moral Hazard
Some argue that securitization facilitated an undisciplined mortgage lending industry. 25 By enabling mortgage lenders to sell off loans as they 20 Any such managing should also take into account rate risk. 2' Assessments of payment prognosis should, bottom line, strive to be as accurate as possible. But where a prognosis has a margin of error, perhaps one should err, in structuring transactions, on the more conservative side of that margin.
22 1 am not suggesting that auto loans might be a flawed asset type but merely illustrating how underlying financial assets could fail in unexpected ways. Even if financially healthy borrowers lost their incentive to repay auto loans, they could be sued for payment and--unlike subprime mortgage borrowers-would have the means to pay. Such lawsuits, though, would generate relatively high transaction costs which, if not recoupable from the collateral or the borrowers, would reduce funds available to pay the securitized notes. 24 See supra note 10. 25 See, e.g., Martin Feldstein, How to Stop the Mortgage Crisis, WALL ST. J., Mar. 7, 2008, at AI5, available at LEXIS, News Library, WSJNL File (describing lax lending standards that gave rise to mortgages with loan-to-value ratios of nearly 100% and citing the 1.8 million mortgages then in were made (a concept called "originate-to-distribute" or "originate-anddistribute"), securitization is said to have created moral hazard since these lenders did not have to live with the credit consequences of their loans. 26 Mortgage underwriting standards therefore fell, exacerbated by the fact that mortgage lenders could make money on the volume of loans originated. 27 I find the moral hazard argument weak. Mortgage underwriting standards may have fallen, but there are other explanations. For example, lower standards may well reflect distortions caused by the liquidity glut of that time, in which lenders competed aggressively for business and allowed otherwise defaulting home borrowers to refinance. 28 They also may reflect conflicts of interest between firms and their employees in charge of setting those standards, such as where employees were paid for booking loans regardless of the loans' long-term performance. 29 Blaming the originateto-distribute model for lower mortgage underwriting standards also does not explain why standards were not similarly lowered for originating non- 
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Nor does it explain why the ultimate owners of the mortgage loans-the investors in the mortgage-backed securities-did not govern their investments by the same strict lending standards that they would observe but for the separation of origination and ownership. Although I do not believe the originate-to-distribute model was a material cause of the subprime crisis, 32 the model may need fixing to avoid its perception as the cause. There is little question, though, that the model should remain largely intact. It is critical to the underlying funding liquidity of banks and corporations.
3 3 Furthermore, scholars have at least tentatively concluded that, despite the subprime crisis, it has created value in the financial markets. 34 The goal therefore should be to minimize any potential moral hazard resulting from the originate-to-distribute model without undermining the model's basic utility.
There are various ways this could be done. Potential moral hazard problems could be managed, for example, by requiring mortgage lenders and other originators to retain some realistic risk of loss. In many non-mortgage securitization transactions, for example, it is customary for originators to bear a direct risk of loss by overcollateralizing the receivables sold to the SPV. 36 This was not always done in mortgage securitization because mortgage loans traditionally are overcollateralized by the value of the borrower's equity in the real-estate collateral, 37 and thus investors can effectively be overcollateralized even if the originator bears no separate risk of loss. 38 Moral hazard problems also could be managed by regulating the loan underwriting standards applicable to mortgage lenders.
The U.S. government took this type of approach, for example, in response to the margin loan underwriting failures that helped trigger the Great Depression. When stock values began depreciating in 1929, margin loans (that is, loans to purchase publicly-listed stock) became undercollateralized, resulting in a high loan default rate which, in turn, caused bank lenders to fail. 39 To protect against a recurrence of this problem, the Federal Reserve promulgated margin regulations G, U, T, and X, requiring margin lenders to maintain two-to-one collateral coverage when securing their loans by margin stock that has been purchased, directly or indirectly, with the loan proceeds.
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A similar type of approach, such as imposing a minimum real-estatevalue-to-loan collateral coverage ratio on all mortgage loans secured by the real estate financed, would protect against a repeat of the subprime crisis. This protection would come at a high price, however, potentially impeding and increasing the cost of home ownership and imposing an administrative burden on lenders and government monitors. 4 1 Nor would it protect against different types of financial crises that might arise in the future.
C. Servicing Conflicts
There is general agreement that mortgage securitization has made it difficult to work out problems with the underlying mortgage loans because the beneficial owners of the loans are no longer the mortgage lenders but a broad universe of financial-market investors in the MBS and other securities.
Although servicers theoretically bridge the gap between investors (as beneficial owners of the loans) and the mortgage lenders, retaining the power to restructure the underlying loans "in the best interests" of those investors, the reality is problematic.
Servicers may be reluctant to engage in restructuring if there is uncertainty that their transactions will generate sufficient excess cash flow to reimburse their costs, whereas all foreclosure costs are reimbursed. 44 Servicers also may sometimes prefer foreclosure over restructuring because the former is more ministerial and thus has a lower litigation risk. In many CDO and ABS CDO mortgage securitization transactions, cash flows deriving from principal and interest are separately allocated to different investor tranches. 4 5 Therefore, a restructuring that, for example, reduces the interest rate, would adversely affect investors in the interestonly tranche, leading to what some have called "tranche warfare. '' 6 These problems-which currently are mostly confined to mortgage securitization 47 -can, and in the future should, be fixed. Parties should write underlying deal documentation that sets clearer and more flexible guidelines and more certain reimbursement procedures for loan restructuring, especially when restructuring appears to be superior to foreclosure. 48 They also should try to minimize allocating cash flows to investors in ways that create conflicts. 49 And consideration should be given to protecting servicers, whether contractually or through legislation, from liability for taking actions in good faith, akin to the business 44 Schwarcz, Protecting Financial Markets, supra note 4, at 121. 45 The classes, or "tranches," of securities issued in securitization transactions are "typically ranked by seniority of payment priority." Id. at 105.
46 1d. at 121.
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1d. at 116.
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In the subprime crisis, the underlying deal documentation is already in place and cannot be easily renegotiated. The government therefore might consider legislating changes, recognizing that any such changes that are subsidized in whole or part by government could foster moral hazard, potentially making future homeowners more willing to take risks when borrowing. Another approach, with less potential for moral hazard, is for government to legislatively insulate servicers from liability for taking actions in good faith, akin to the business judgment rule applied to performance of corporate directors. judgment rule applied to performance of corporate directors. 5° With this protection, servicers would be more likely to engage in restructuring if, in their judgment, they believe that restructuring is likely to maximize overall value.
D. Overreliance on Mathematical Models
To some extent the subprime crisis resulted from an abandonment of common sense and an overreliance on complex mathematical models. 5 ' Models are essential to securitization because of the need to statistically predict what future cash flows will become available from the underlying financial assets to pay the securities issued by the SPV. 52 Models can bring insight and clarity. If the model is realistic and the inputted data are reliable, models can yield accurate predictions of real events. However, if the model is unrealistic or the inputted data are unreliable, models can be misleading--creating the danger of "garbage in, garbage out.
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Subprime mortgage securitization models relied on assumptions and historical data which, in retrospect, turned out to be incorrect and therefore made the valuations incorrect. 5 4 The models incorrectly assumed, for example, that housing would not depreciate in value to the levels presently seen. 55 Valuation errors were further compounded to the extent subprime mortgage loans increasingly were made with innovative terms, such as adjustable rates, low-to-zero down payment requirements, interest-only payment options, and negative amortization. 5 6 These terms were so 50 See supra note 48. , available at http://papers.ssm.com/sol3/papers.cfm?abstract_ id=1292476 (observing that underlying the subprime financial crisis "was an enormous faith in the market's ability to analyze and measure risk"). Some of the overreliance may reflect that the complexity of the mortgage-backed securities made it difficult for investors to fully appreciate the risks they were incurring, tempting them to rely on such imperfect substitutes as rating-agency ratings and the results of mathematical models. Cf Schwarcz, Regulating Complexity, supra note 29, at 32-40 (discussing why disclosure failed in the subprime crisis and the consequences of such failure). complex that some borrowers did not fully understand the risks they were incurring. 5 7 As a result, they defaulted at a much higher rate than would be predicted by the historical mortgage-loan default rates relied on by loan originators in extending credit. 58 Securitization models also have been used, sometimes erroneously, to substitute for real market information. For example, some CDO and ABS CDO securities did not have an active trading market, so investors instead relied on mark-to-model valuation of these securities. When assumptions underlying the models turned out to be wrong, 59 investors panicked because they did not know what the securities were worth.
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n theory, this overreliance on mathematical models is self-correcting because the subprime crisis, by its existence, has shaken faith in the market's ability to analyze and measure risk through models. 61 Securitization products are likely to be confined, at least in the near future, to those that can be robustly modeled. The only question will be the longevity of the lesson that future risks cannot always be predicted through mathematical models. 62 
III. CONCLUSIONS
Because securitization, properly utilized, is an efficient financial tool, 63 its future should be assured no matter how investors or politicians might temporarily overreact. Nor should they overreact. As Professor Gorton observes, [t] here are no such issues [as occurred in the subprime crisis] with securitization generally, or with the use of off-balance sheet vehicles for the securitization of those [other] asset classes. Other securitizations are not so sensitive to the prices of the underlying assets and so they are not so susceptible to bubbles. 64 Nonetheless, in the near future at least, it is likely that securitization transactions will need to refocus on basic structures and asset types in order to attract investors. 65 In particular, there will likely be an emphasis on cash-flow securitizations in which there are the traditional "two-ways out." ' 66 Furthermore, we are not likely to see many highly complex securitization products, like CDO and ABS CDO transactions, which 67 magnify leverage.
In the medium term, securitization's future will be at least marginally influenced by the extent to which the intrinsic values of mortgage-backed securities turn out to be worth more than their market values. I have argued that, as a result of irrational panic, the market prices of mortgagebacked securities collapsed substantially below the intrinsic value of the mortgage loans underlying those securities.
68 A large differential would indicate that the problem was more investor panic than intrinsic lack of worth.
Whether securitization will remain vibrant and inventive in the long term, however, will turn on our ability to better understand the problems of complexity, which was at the root of many of the failures that gave rise to the subprime crisis. 6In contrast, subprime mortgage securitizations had only one way out: home appreciation. See Schwarcz, supra notes 10-11 and accompanying text (discussing how home appreciation allowed mortgagors to refinance to lower mortgage rates). Similarly, we are unlikely to see many securitization transactions with balance sheet motivations. Cf. KRAVrlT, supra note 2, at 14-15 (observing that "when securitization becomes an end in itself as opposed to a needed source of financing, certainly there is at least the potential for abuse").
67 Cf Schwarcz, supra note 10; supra text accompanying notes 61-62. For a more detailed prediction of how practices will improve in the securitization industry, see KRAvrIr, supra note 2, at 23-25.
6Schwarcz, supra note 10, at 23 n.75 (estimating the intrinsic value by examining the mortgage loans underlying the securities and ascertaining which were subprime, which were prime, and which were delinquent or in default).
69 See supra notes 6-7, 44-46, 51, 57-58 and accompanying text (indicating where problems of complexity contributed to the subprime crisis); cf Schwarcz, Regulating Complexity, supra note 29, at 2-4 (examining how the complexities of modem financial markets and investment securities can trigger market failures).
